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STATE OF ILLINOIS
ILLINOISCOMMERCE COMMISSION

ILLINOISAMERICAN WATER COMPANY
ICC DOC. NO. 02-0690

PROPOSED GENERAL INCREASE IN

)
)
)
)
)
WATER AND SEWER RATES )

CITY OF O:-FALLON:=SINITIAL BRIEF

THE COMPETITIVE ALTERNATIVE RATE AGREEMENT BETWEEN THE CITY

OF O:FALLON AND THE ILLINOISAMERICAN WATER COMPANY BENEFITS

THE OTHER CUSTOMERS OF ILLINOISAMERICAN, IN ADDITION TO THE

COMPANY AND THE CITY, AND SHOULD BE APPROVED BY THE

COMMISSION.

The City of O-Fdlon and Illinois- American Water Company have entered into aletter of intent to
edtablish a competitive aternative rate agreement, which has been admitted into the record as Exhibit
IAWC FLR-1. Boath IllinoissAmerican and O:-Fallon seek the gpprovd of this Agreement by the
Commisson as part of this proceeding. As st out below, the competitive aternative rate agreement
provides benefits not only to O=Fdlon and Illinois- American, but al so to the customers each serves aswell,
and, consequently, it should be approved.

A[T]he City of O-Fallon isthe Company-ssinglelargest customer, not only in the Southern division,

but, | believe, inthe State of Hllinois. Itisagrowing residential community in our Southern division.® Itisthe

The City of O=Fdllon is expected to grow from a population of 21, 910 in 2000 (approximately
23,000 in 2003 (O:=Falon Exhibit 2.0, p. 1)) to a population of 45,875 in 2025 and O-Fdlonsexiding
water customer, the City of Fairview Heights, isexpected to grow fromits 2000 population of 15,034 to a
population of 25,651 in 2025. (IAWC Exhibit DR 5 (1.8).
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fastest growing areathat we serve as compared to many of the other areasin the Southern division which
are sagnant and in some cases even declining.f (Ruckman Hearing Transcript, pp. 239-40). The City of
O:-Fdlon used ondaily averagealittle over 3.7 million gallons per day during 2002 (O:=Fdlon Exhibit 2.0, p.
2). TheCity of O=Falon, however, has demonsirated, andAthe Company doesbelievethat O-Fallon does
infact have aviable competitivedternative (RuckmanHearing Transcript, pp. 239; O-Falon Exhibit 2.0,
p. 5; Rich Hearing Transcript, p. 718; O-Falon Data Request 5).

One dternative, and the one O-Fallon has given every indication of adopting, in the absence of a
competitive dternative rate agreement, is the City of . Louis. (Ruckman Hearing Transcript, p. 239;
O:=Fdlon Exhibit 2.0, p. 5); Rich Hearing Transcript, pp. 721, 725, 727-8). St. Louis has the extra
capacity, and has approached the City of O-Falonwith avery low rate on severa occasions, including just
afew weeksbeforethe hearing in thisproceeding. (Ruckman Hearing Transcript, p. 239; O=Fdlon Exhibit
2.0, p. 5; IAWC Exhibit DR 2 (1.7)). St Louis has offered to sl the City of O-Falon water at arate
between 35 and 75 cents per thousand galons depending on the ddlivery point. (O-Fallon Exhibit 2.0, p.
5). Thecost of thewater delivered from S. Louisto O:=Fallon could range from about $1.40 per thousand
galonsto $1.85 per thousand gallons. (Ruckman Hearing Transcript, pp. 246-47; Rich Hearing Transcript,
717, 722. With interest rates as low asthey are, the low end of the estimated range would most likely be
used. Also, dthough O:-Fdlon prefersthe St. Louisoption, the City of Collinsville has offered to supply the
City of O:=Fdlon with water for $1.41 per thousand gdlons. (IAWC Exhibit DR 6 (1.12)). The
competitive dternative rate is clearly within the range of the City=s cost to go independent. (Ruckman
Hearing Transcript, p. 240). Indeed, the competitive alternative rate agreement is set on the high end of the

range of cost that G-Fallorrs engineering study showed. (Ruckman Hearing Transcript, p. 247).
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The . Louis option is visble? Even the Commissiorss staff has acknowledged this fact, abeit
guardingly. (I.C.C. Staff Exhibit 18 (revised), pp. 15-16)°. The City of G:Falon has done extensive
planning and study of this competitive dternative. (Ruckman Hearing Transcript, p. 239; IAWC Exhibits
DR 2 (1.7); DR 3 (1.8); DR 4 (1.9); DR 5 (1.10); DR 6 (1.12); Rich Hearing Transcript, pp. 715-18).
And, if the present rate gpplication of the Company is approved, the St. L ouis option would become even
more attractive. AsDean Rich testified:

A 22% increase would reduce the pay back time on aloan to build a connection to St.

Louis by 3 to 4 years minimum and definitely make it a viable project. In addition, we

believe arateincrease of this magnitude would spur other IAWC customersto take water

with or from the City of O-Falon, making the acquisition from St. Louis codt effectiveina

very short period of time.

(O=Fdlon Exhibit 2.0, p. 5). A company witness testified: Al believethereisahigh likeihood that the City

of O=Fdlonwill gothroughwith their plansto ingdl the pipeline, aasent some movement from the Company

“The cost to the City of going independent would be entirdly paid off within 20 yearsor less. The
system will have an expected useful life of at least 50 years, with only alimited refurbishing cost for certain
items. (IAWC ExhibitsDR 4 (1.9) and DR 5(1.10)). Thiswould make amoveto becomeindependent of
the Company very profitable to the City after the first 20 years.

3\Given differencesin the assumed cost of water supplied by St Louis, the cost of water supplied
by lllinois-American, the cost of congtructing the main, the interest rate to be paid for any debt to fund the
congruction of the main, and the annud increase in sdes, the results of the City=s analyss of the cogts of
congructing amain from . Louis to the City of O-Fallon would change, but the project appears to be
close to beneficia for the City of G=Fdlon.(



to react to their competitive aternative. *** O-Fdlon hasindicated to us persondly and publicly that they
have strongly considered the pipdline project and that unless the Company is able to match what they
believe the cost would be under the pipdine project, they would in fact leavel (Ruckman Hearing
Transcript, pp. 245-46). Without a competitive dternative rate agreement, the City of G-Falonisa the
juncture of making decisons now that will send the City on aroad of no return away from the Company-s
system. (Rich Hearing Transcript, p. 725).

AsDean Richrstestimony pointsout, the competitive rate agreement would not only hold the City of
O:-Fdlon within the Company-s system, but it would aso avoid what could be a competitive force taking
other customers away from the Company-s system (e.g., Rich Hearing Transcript, p. 719). Being a
municipdity, the City of O:Falon could compete with the Company=s system free of any regulation or
regtriction from the Commission. 220 ILCS 5/3-105; Inland Real Estate Corp. v. Village of Palatine,
146 111. App. 3d 92, 100, 496 N.E.2d 993, 1003 (1* Digt. 1986) (holding that municipally owned public
utilities are excluded from Illinois Commerce Commission review by statute). Indeed, among theriskslised
by the Company (which, infact, the Company isaready experiencing with repect to other municipdities) is
having parts of its systlem condemned for municipa use. (IAWC Exhibit 1.0, p. 18). The competitive
aternative rate agreement prevents such competitive pressures from driving up the costs that must be
shouldered by other customers who have no dternative (c.f. Luth, 1.C.C. Staff Exhibit 18 (revised), p. 9),
even in the absence of any municipal condemnation. Rumer, of the |.C.C. Staff tedtified:

Totheextent that large volume customers have the capacity to seek other sources of water

supply, if they were to leave the Company-s system or to reduce demand, al of the

Company:s customerswould be disadvantaged by bearing additiona revenuerequiremants

(1.C.C. Staff Exhibit R-6.0, p. 2).

Even if the City were merdly to remove itsdf from the Company system, without attracting away
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other customers, the affect on other customerswould be dramatic as compared to the negligible affect that
the competitive rate agreement will have. Under Mr. Luthes (1.C.C. Staff) revised cost of service sudy, the
Company calculates that the annud differentia in cost between the generd rate and the comptitive rate
agreement, if sporead over the other customersof the sngletariff pricing group would be only oneand one-
half cents per thousand gdlons. Thistrandatesinto nine centsper month. (Rucker Hearing Testimony, pp.
241-42). If, however, the City of O=Fdlon wereto leave the system by going withapipdineto S. Louis,
the impact on the other customers of the single tariff pricing group would be a minimum of 74 cents per
thousand gallons of water per month, or 12 2 (rather than one and one- half) cents per thousand gallonsfor
the typicd resdentia customer using 6,000 gallons per month. (Rucker Hearing Testimony, p. 242). And
thet is only the minimum.

If O-Fdlon did solicit other municipalities to connect to their pipdine from S. Louis, thereisthe
potentid of even grester revenueloss. (Rucker Hearing Testimony, p. 242; 1.C.C. Staff Exhibit R-6.0, p.
2). Other municipdities are open to the possibility of becoming customers of an independent O-Fdlon
water system if they can get water for lessthan with the Company. (IAWC ExhibitsDR 1.7and DR 1.12).
Actudly, the Company=s second largest wholesale customer was dready congdering attaching to the
proposed O-Falon pipeline from St. Louis. (Rucker Hearing Testimony, pp. 242-43). Clearly, the
cusomersof thesngletariff pricing group are much better off retaining O=Falon asacustomer compared to
what the consequences would be if O:Falon waslost to the Company as a customer. (Rucker Hearing
Testimony, p. 243).

The competitive rate that would be set by the agreement is a the high-end of the possible range of

cogt to bring water from St. Louis. Although it could cost aslittle as $1.40 per thousand gallons, it could
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run ashigh as$1.85 per thousand gallons.* (Rucker Hearing Testimony, p. 246). The $1.69 rate provided
in the agreement iswell above not only thelow end, but aso the midpoint of the range ($0.45) 2 = $0.225
+ $1.40 = $1.62 is the midpoint).

Also, the competitive rate is not fixed at $1.69 for theforty yeer life of the agreement. Aslong as
there is an increase in the designated cost of living index, the rate under the agreement will increase year
after year. (IAWC Exhibit FLR-1). Infact, itispossblethat over time, depending on how Company rates
comparetoinflation, that O-Falorrsrates could increaseto levels gpproximating generd serviceterritories.
(Ruckman Hearing Testimony, p. 241).

Asprevioudy established, theratereductionisjustified by the benefit to other customersin keeping
the City of O=Fallon on the Company=ssystem and picking up ashare of the coststhat would otherwisefal
on the shoulders of the Company=sother customers, and justified by protecting the Company from anewly
spawned competitor that could take further income from the Company=s system, thus protecting the
Company:s other customers from having to assume an ever increasing share of the codts.

It should be noted that thisis not the first rate agreement between the Company and the City of
O:=Fdlon. Previoudy, there was awater requirements rate agreement that aso had aforty year term, that
endedin 1982. (Ruckman Hearing Transcript, p. 240). Thisforty year agreement merely reinditutessuch a
contractud basis for the rdationship. This agreement is unexceptionable, reasonable, and should be

approved.

“This, of course, assumes water would be brought from St. Louis rather than O=Fallon leaving the
Company system for an even chegper source closer to home, such as the City of Callinsville.






. ARGUMENTSINTHEALTERNATIVE SHOULD THECOMMISS ON REJECT THE
COMPETITIVERATE AGREEMENT PROPOSED BY O-FALLONAND ILLINOIS
AMERICAN
Solely asan dternativeto preserveits other issueswhich would become moot upon approva of the

competitive aternative rate agreement (IAWC Exhibit FL-1) in the unlikely event the Commisson fallsto

approve the competitive alternative rate agreement proposed by O=Fdlon and lllinois- American, the City of

O:=Fdlon sets out the following arguments:

A. Rate of Return

O:=Fdlon stands on its expert=s, CharlieKingrs, andysisand professond opinion that thereturnon
equity should be 7.14%. (O-Fdlon Exhibit 1.0, p. 3). The Staff-s presentation would actudly lead to a
dightly lower 6.96% rate of return. (O-Falon Exhibit 1.0, p. 8). A rate of return only dightly over 7% s
consistent with approximating the real world forces determining the rate of return of non-regulated, free
market business.

The free market economy has been hit by recesson and decline since the Company-s last rate
gpplication. It, therefore, defies logic and reason that the Company should be allowed a greater rate of
return in this rate case than it recaived in 2000 when the economy was gtill booming. Staff advocates a
10.27% return dlowed in the 2000 rate case (I.C.C. Docket No. 00-0340). Y et, since February, 2000
(I.C.C. Docket No. 00-0340 was decided on February 15, 2000), interest rates have declined.

In February, 2003, the yield on 10-year Treasury bondswas only 3.90%, 262 basis points lower
than the 6.52% yield on the same bonds when the Commission last set the Company-s equity return on
February 15, 2000. Yields on high-grade corporate bonds have adso dipped, from 6.98% in February,

2000, to 5.95% in February of 2003. Baa corporate bondswereyieding 8.29% in February, 2000, but
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only 7.06% in February of 2003. AAccordingly, thereisno justification whatever for assuming that IAWCs
equity cost is higher now than it was two years ago.i (O-Fdlon Exhibit 1.0, pp. 3-4).

B. Sinking Fund

Withinflation and the consstently devaluing dollar being the consistent experience of life, thesinking
fund approach to depreciation proposed by OFdlorrs expert witness King is the only uninflated,
intergenerationaly fair, and reasonable spreading of facilities depreciation.

C. Compensation for Risk

The experts regarding rate of return on equity have each added a percentage component for
busnessrisk (e.g., 1.C.C. Staff Exhibit 16.0, pp. 2, 10, 21, 41-2, sch. 16.03; IIWC Exhibit (Gorman
Direct), pp. 27-30; IAWC Exhibit 7.0, pp. 9-13, 15). The Company haslisted examples of the kinds of
riskstowhichitsbusinessisexposed. (IAWC Exhibit 1.0, pp. 17-20; IAWC Exhibit 7.0, pp. 9-11). Itis
to compensate those investing in the Company for accepting the exposure to such risks that the risk
premium is added into the return on equity caculation and result. If there is no risk, becauise unexpected
expenses are ultimately collected from the rate- paying customers anyway, then thereis no judtification for
adding in and for the Company recaiving any Ajump up{ in its return on equity asarisk premium.

Company witnesses testified that security has dways been acost of overhead of the Company set
on atest year, asother costs. Theonly reason that the Company seeksto collect security costsas deferred
costs is that the large amount of security costs incurred as a result of the September 11, 2001 terrorist
attacks was unexpected. (Mitchem, Hearing Transcript (pages not immediately available)). Indeed, just
such security costiswere defined by the Company-sown expert, Mr. Moul, asarisk judtifying the receipt of

arisk premium (IAWC Exhibit 7.0, p. 10). But, exposureto such unexpected business costsistherisk for
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which the company sought and received arisk premium as part of itsrate casein 2000 (1.C.C. Docket No.
00-0340).
Arik isdefined as

1 The possibility of suffering harm or loss... (The American Heritage Dictionary, 1976 (2™
College Ed.), p. 1065).

2. Hazard, danger, peril, exposureto loss, injury, disadvantage, or destruction, and comprises
al dements of danger. (Black:s Law Dictionary, 1979 (5" Ed.), p. 1193).

Therefore, the Company and its stockholders have aready been compensated for this risk by seeking,
receiving, and accepting the authority for ahigher dlowablereturninthe 2000 rate case, |.C.C. Docket No.
00-0340, but aso alowsfor adouble assessment, if not recovery, for thisrisk and permitsthe Company to
haveits cakeand et it too. The Commission should deny this Company request for relief from an accepted
and compensated assumption of risk.

D. No Legal Ability to Recover Past Security Costs

Other parties, inwritten testimony and by objection at hearing, have challenged thelegd authority of
the Commission to grant any deferred relief for the dready-incurred security costs. These other parties
represented to the ALJ that the legal objections to the Commission grant of any deferred relief, and
response to Company cited cases, would be made in their respective briefs. The City of O-Fdlon dso
believesthat the award of deferred costsfor theincreased security costsincurred is not within the authority
of the Commission. However, rather than duplicating lega arguments, the City of G=Fallon adoptsthose

contentions and arguments that will be made by other parties on this matter.

-12-



E. Security Costs

AsO-Fallon security expert James Brooks hastestified, in the aftermath of theterrorist incidents of
September 11, 2001 Illinois-American entered into a number of costly and dubioudy effective security
arrangements for which they now seek additiona compensation. O=Fdlon rests on the testimony in Mr.
Brooks: direct and rebutta testimony, and argue that 11linois- Americarys customers should not be madeto
shoulder the burden for the over-priced security arrangements and improvidently negotiated security
contracts. Additiondly, 1llinois- American did not take advantage of federa and state grant opportunitiesto
obtain contributionstoward the costs of increased security expensesfor itscustomersfollowing September
11", Simply stated, the Commission should not alow the costs for these Agold-platedd security
arrangements and waste to be passed dong to [llinois- Americarrs customers.

CONCLUSION

The Commission should gpprove the competitive dternative rate agreement entered into between
the Company and the City of O-Fdlon. If this Agreement isapproved, asit should be sinceit benefits not
only the Company and the City but aso the Company-s other customers, the other issues raised and
arguments madein this Brief will be rendered moot. Should this Commisson not gpprove the competitive
dternative rate agreement, then the City of O=Fdlon continuesto maintain the other issuesand argumentsin
thisBrief, which it believes should lead to significant reduction of any rate and rate components as gpproved

by this Commission.
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David Lincoln Ader
Scott D. Spears

Respectfully submitted,

CITY OF O-FALLON, ILLINOIS,

By:

DAVID LINCOLN ADER
Its Principd Attorney

ANCEL, GLINK, DIAMOND, BUSH, DICIANNI & ROLEK, P.C.

140 South Dearborn Street - Suite 600
Chicago, Illinois 60603
Telephone: (312) 782-7606
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